To the SEC Commissioners and SEC Staff:
| write with regard to the proposed "pay for performance" rule.

The Investor Responsibility Research Center Institute (IRRCIi) is a not-for-profit research organization which
originates, commissions and disseminates objective research of interest to investors about capital market, corporate
governance and sustainability issues.

We are fiercely non-advocacy. For that reason we take no position on the proposed rule. However, we have recently
published research which we believe can help inform the Commission in its deliberations on the rule. "The Alignment
Gap Between Creating Value, Performance Measurement, and Long Term Incentive Design" was authored by
Organizational Capital Partners. It has received much attention in the field for its analysis of the relationship between
economic value creation and executive compensation, as well as the findings.

Among the issues analyzed by the report which would seem directly relevant to the proposed rule are:

- Performance metrics, including total shareholder return, relative total shareholder return, economic profit, return on
invested capital and others.

- Performance measurement periods

Among the questions the report may engender with relation to the proposed rule are

- Is total shareholder return the appropriate metric and/or whether it should be supplemented with operating
metric(s)?

- Is the proposed measurement period -- one-year TSR over each of five years -- appropriate given that the delivered
pay may have been triggered and calculated based a rolling three-year three year or longer performance period for
most long-term incentive plans?

A full copy of the report is enclosed. Both | and the authors of the study would welcome any questions and are
available should SEC staff desire any further information.

Sincerely,
Jon Lukomnik

Executive Director
IRRC Institute














































































































































































Figure 39: Longest performance period for LTI performance design — by sector — Incentive Lab

Companies invest capital into research and development, new product and new market
development. The strategic horizon for a positive return on that newly invested capital can range
from immediate to ten years or greater.

Best practice strategic planning is usually focused on at least a five-year or longer performance
planning cycle. Yet for 90% of companies, long-term performance-based incentive plans today are
measured over rolling three-years or less.

This “medium-term” approach appears to be a business strategy, return on capital and executive
incentive design misalignment. A two- to- three-year performance cycle for incentive design is really
mid-term, not longer term.

A recent survey highlighted the paradox. McKinsey’s and the Canada Pension Plan Investment
Board’s recent survey of executives and boards members illustrates the strategy and long-term
performance measurement challenge.”® The respondents said that moving beyond a two- to four-
year mid-term planning horizon to a longer-term (greater than four year) horizon would allow them
to focus on increased innovation and enhanced financial returns. However, the survey noted that the
furthest into the future that executive teams are undertaking strategic planning was two years or less
for 44% of companies and three to four years for 41% of companies. Only 15% of those surveyed
identified that their strategic planning horizon was beyond four years.

Other long-horizon institutional investors are also stressing the need for investee companies to better
balance short, mid and longer-term performance planning, management and LTIP design in their
investee companies. The Rotman International Center for Pension Management white paper on

3 Dominic Barton & Mark Wiseman, December 2013, ‘Focusing capital on the long term’, Article published
online, McKinsey Quarterly,
www.mckinsey.com/insights/leading_in_the _21st _century/focusing_capital_on_the long_term
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“strategies to better serve pension beneficiaries”'* includes a call for the focus of institutional
investors, board and executive management teams to be on the design and implementation of
executive compensation at investee companies, so as to better align levels of compensation with
long-term value creation for long horizon investors

The Council of Institutional Investors recently submitted to the SEC a comment letter asking the SEC
for disclosures related to Pay for Performance and requesting five-year rolling performance periods
to be included in disclosures by investee companies for institutional investors. This is consistent with
many investor’s desire to define long-term in the context of a five-year rolling performance periods
and not just three-year rolling performance. Indeed, in the United Kingdom, over half of long-term
incentive plans are now measured on performance periods greater than three years.

8.3. Long-term incentive plan instability

Examining a company’s LTIP over time enables comparison not just of compensation, but also of the
design of the plan. Nearly 60% of companies changed their performance metrics for incentive design
in 2013. This level of change and performance metric instability has been consistent for over the last
several years. The lack of stability of performance metrics used for LTIP design over time, as well as
frequent changes in the composition of the peer groups used for relative performance benchmarking,
further reinforces a short-term focus despite the ostensible long-term nature of these incentive
plans. Incentive Lab data found significant changes in both dimensions on a yearly basis.

Figure 40: Performance metrics change for incentive design — Incentive Lab

Trends in Performance Metric Changes
Percent of Companies Using Short-term or Long-term Incentive Awards
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While some peer group change is to be expected (because of merger and acquisition activity and
other natural capital market changes), Incentive Lab data found that a large number of companies
change a substantial number of peers each year — for example, one-third of companies changed 25%

4 Available online:
www.rijpm.com/key insight files/Ten Strategies for Pension Funds to Better Serve Their Beneficiaries Ju
ne 20 2013.pdf
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or more of their peer group in 2013. This is consistent with results going back several years, and
results in inconsistent benchmarking of performance.

This high level of change in performance metrics and peer group composition makes it difficult for
executive management, boards and institutional investors to have a consistent and stable approach
to understanding longer-term business strategy and pay for performance, as well as aligning
incentives in a way that is logical and defensible for all stakeholders over time.

Figure 41: Peer group change for incentive design and relative performance benchmarking- Incentive Lab

Trends in Peer Group Changes for Long-term Relative Incentive Awards
Percent of Companies Using Custom Peer Group as their Relative Benchmark
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Chapter 9: Insights on Alignment

To effectively drive longer-term business value creation, a hierarchy of performance measurement
demands an alignment to:

1. Business performance and related value drivers;
2. Shareholder value creation as an outcome of these drivers; and

3. Executive compensation, as an incentive and reward mechanism.

9.1. Performance measurement
a) Missing capital efficiency performance measures

The analysis shows that 75% of companies, or 903 of 1200 companies in the Incentive Lab database,
were identified as using no capital efficiency or balance sheet performance metrics (ROE, ROA, ROIC)
in long-term incentive plan design.

Furthermore, 23% of companies (250 of 1200 companies in the Incentive Lab database when cross-
referenced to the Shareholder Advisors Performance database) were identified as not creating
sustainable shareholder value. They had:

e Five-year negative return on invested capital (less than cost of capital), and
e Five-year cumulative negative economic profit, and

e At the same time had no disclosed balance sheet or capital efficiency performance metrics
aligned to long-term incentive plan design to monitor and reward value creation improvement.

b) Missing the distinction between and measurement of current value and future value creation

e The prevalence of traditional accounting-based metrics for performance measurement puts
emphasis on shorter-term operational measures while having no line of sight to innovation and
longer-term value creation.

e Thisis underlined by the fact that 87% of companies do not disclose any non-financial future
value metrics as part of their long-term incentive plan design. In terms of providing disclosure
and alignment to future value, less than 13% of the companies disclosed future-value related
non-financial performance metrics and alignment to LTIP design. These insightful non-financial
performance metrics which impact future value and future cash flows and returns, include rate of
innovation, customer loyalty, employee engagement, safety record and the like.

c) Missing the distinction between short-, medium- and long-term time periods

e Some 90% of named executive officer long-term incentive plans have a longest accountable
performance period of three years or less. This is consistent across most industry sectors. Three
years is actually mid-term not long-term and increasingly institutional investors are seeking
alignment to five-year rolling performance periods.
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9.2. Stability of peer group and metrics

Over 35% of companies on a yearly basis changed performance metrics and/or the peer group
composition used for incentive design. This instability in performance metrics and peer groups
further reinforces a more short-term focus for measurement and incentives to executive
management.

9.3. Competitive pay, not pay for performance, is the dominant executive
compensation paradigm

Despite all the talk about pay for performance, competitive executive pay is the dominant executive
pay paradigm. This means that comparing the pay structure and levels of executives in other similar
companies is the main driver of executive pay design. It should not be surprising, therefore, that
executive pay has a lower correlation with underlying five-year economic performance, economic
returns and drivers of future enterprise value.

The size of company, industry and executive pay policy explain over 63% of the level of executive
compensation today. Performance (e.g. relative TSR, sales growth, ROIC, economic profit) only
accounts for 12% as the explanatory variables for CEO compensation.

This means that, by addressing the performance management and measurement gaps identified in
this report, tighter alignment between business and shareholder value creation could be achieved.
Nonetheless, a high level of disconnect between performance and executive compensation would
continue to exist due to the fact that the majority of executive compensation levels are not driven
by a combination of return on capital, economic profit growth and relative TSR performance. By
segmenting the peer group used for benchmarking competitive pay in line with the value quadrant
model introduced in this report (the stage of the business life cycle a company is in) a higher level of
alignment between pay and value creation may be achieved.

9.4. Value creation and LTIP design realities —a sample analysis of 128 companies

The S&P 1500 was screened for 150 of the largest value creating companies and 150 of the largest
value destroying companies using five-year cumulative economic profit (2008 — 2012) as the core
performance measure. The companies were further screened based on five-year relative TSR using
the 4-digit GICS peer group, and 32 sample companies were chosen as illustrative of each value
qguadrant and across industry sectors and are illustrated in the appendix (128 companies).

Of the sample 64 companies with five-year cumulative economic loss (five-year ROIC below WACC)
analyzed in detail and disclosed in the appendix (figure 45 and 48), 50 of 64 or 78 % companies
delivered a five-year negative ROIC below WACC and had no balance sheet performance metrics
disclosed in their LTIP design.

The five-year median ROIC was 4% for value quadrant one and 5% for value quadrant four (the
economic profit negative quadrants). When economic returns are converted to dollars, these 64
companies are estimated to have cumulatively generated a $650 billion economic loss over the five-
year period (2008-2012). Additionally, 36 of these 64 companies or 56 % generated a greater
economic loss in 2012 than in 2008 and thus their economic profit trend over five years is also
negative, i.e. their track record of economic value creation has worsened.
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The Incentive Lab LTIP design data provides further insights when the 64 value quadrant four and one
companies and their LTIP designs are analyzed and compared. In value quadrant four, the value
destroying companies (five-year negative ROIC and relative TSR), only 22% disclosed balance sheet
metrics related to their LTIP design. In value quadrant one (five-year negative ROIC and positive
relative TSR), only 28% disclosed balance sheet and capital efficiency metrics related to their LTIP
design.

Particularly for companies with a ROIC less than WACC over five years, (i.e. a five-year cumulative
economic loss), the use and disclosure of balance sheet and capital efficiency metrics and targets in
performance measurement and long term incentive design would provide an enhanced measurement
and rewards framework. Such a framework would create tighter alignment with the business
strategy, tracking and measuring of economic performance improvement that could lead to a return
to sustainable value creation for executive management, directors and investors.
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Chapter 10: Key Conclusions and Recommendations

We set out to research the following question about the S&P 1500 companies: “What is the
relationship and level of alignment between company economic performance, shareholder return
and executive compensation?”

The research concludes that the vast majority of the S&P 1500 have a low relationship and alignment
between economic performance, shareholder return and long term incentive plan design.

In summary the key conclusions from the research are:

Existing disclosed company performance metrics do not reflect shareholder value

Boards and executive management dedicate considerable attention to value drivers grounded in
operational and process efficiency, which drive current value. Over 75% of companies, based on
disclosures, are not equipped to explicitly recognize, measure and manage the true factors that will
determine long-term enterprise health and future value.

Standard accounting-based metrics focus on top-line revenues and bottom-line earnings growth.
Metrics such as EBITDA, earnings, EPS have a low correlation to five-year shareholder returns in the
29% to 38% range and they fail to take into account the level of invested capital required to generate
growth and future value.

Current executive compensation is not aligned to long-term performance

Rather than longer-term enterprise performance, compensation for executive management is
determined mostly by the role, the size of the company, industry and existing pay policies. Less than
a quarter of the S&P 1500 include performance measures such as ROIC, ROE and or economic profit
in long-term incentive plan design.

In addition, for 90% of named executive officers, the longest accountable rolling performance period
for named executive officers in LTIP design is three years or less. This short-term outlook risks loosing
sight of the factors that will determine future value, such as investment into research and
development, innovation and human capital, which can take more than three years to fully impact
sales, economic profit growth and return on invested capital.

Business performance is linked to life cycle measurements

Analysis of performance of the S&P 1500 companies over ten years identified four distinct value
creation quadrants. Each quadrant reveals the characteristics of different stages of maturity, or life
cycles, and brings to light the strategic and management challenges each faces to balance sustained
revenue growth, economic profit growth and sustained return on invested capital greater than the
cost of capital. The value quadrant analytical framework provides a coherent view of where a
company is in its value creation corporate life cycle, the potential risks it faces over the longer-term
and the opportunities to balance current performance with sustainable value creation.

With a clearer ‘line of sight’ to the underlying drivers of value creation, return on invested capital and
or economic profit growth, it would be easier to align executive compensation to effective enterprise
stewardship. Yet bringing into view the contribution of leadership teams to enterprise performance
is only one part of a much more significant opportunity as management, boards and investors can
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now reach an understanding and agreement of the performance measures to deploy that more
closely aligns to sustainable value creation.

The alignment opportunity

75% of investee companies in the S&P 1500 have an opportunity to enhance long-term shareholder
value alignment and long term incentive plan design by:

Applying value-based performance metrics such as ROIC relative to their weighted average cost of
capital (WACC) and/or economic profit in performance measurement design and a move away
from a dominant use of TSR or EPS;"

Adding future value improvement drivers (i.e. innovation, customer loyalty) to the performance
metrics mix and long-term incentive plan design;

Extending the longest accountable performance-period for named executive officers to a period
longer than three years, ideally to a five-year rolling performance cycle;

Stabilizing the performance metrics and peer groups used in long-term incentive design to the
extent possible over multiple performance cycles;

Creating coherent and coordinated reporting on business performance, executive rewards, and
disclosures for investors based on this framework.

> Total Shareholder Return and Management Performance: An performance metric appropriately used or
mostly abused; Roland Burgman and Mark Van Clieaf, Rotman International Journal of Pension Management,
Vol 5, Issue 2, 2012
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A. Value creation principles: excess return, economic profit and TSR
by Steve O’Byrne

The mostly widely used measure of company performance is total shareholder return or TSR.

TSR tells us the future value of an asset with a known beginning value. For example, if a stock is
purchased for $100 and has a one-year TSR of 10%, we know that the stock value will be $110 at the
end of the year. A more challenging question is “what’s a fair current price for a future cash flow?”.
If we expect to receive $110 in a year, what’s the value of that promise now? If an appropriate
discount rate, or cost of capital, is 10%, then a fair current price is $100. The process of going
backwards from future cash flows to current price is called “discounted cash flow valuation.” It is the
most fundamental concept in corporate finance and the source of a more useful performance
measure than TSR called “excess return”.

If we buy a stock for $100 expecting a cost of capital return of 10% and the stock value increases to
$125 at the end of the year, we have an excess return of $15, the difference between our ending
stock value and our expected stock value of $110. We also have a TSR of 25%, but the excess return
of $15 is a more useful number than the TSR of 25% because we can connect operating performance,
i.e., economic profit, to the dollar excess return in a more precise and insightful way than we can
connect it to TSR.

Economic profit (EP) is the operating analog of excess return. Economic profit is equal to net
operating profit after-tax (or “NOPAT”) minus a charge for debt and equity capital invested in the
business. Let us assume, in the example above, that the company has NOPAT of $10 and invested
capital of $100. With a 10% cost of capital, this makes economic profit (EP) zero, i.e., SO = $10 minus
10% times $100. For a company like this, $100 is a reasonable valuation because it is just equal to the
perpetuity value of NOPAT, $10 divided by 10%.

Now let us assume that a new product is introduced during the year and NOPAT increases to $11.36
(we will explain why we are using this odd number shortly). This raises economic profit from S0 to
$1.36 since $11.36 minus 10% times 100 = 1.36. Let us also assume that 100% of NOPAT is re-
invested in the business, so capital increases to $111.36 and that the company just earns the cost of
capital on the new capital. This will increase NOPAT from $11.36 to $12.50 (= $11.36 plus 10% times
11.36), but leave EP unchanged at $1.36 (= $12.50 minus 10% times 111.36). If we assume a steady
state going forward, $125 is a reasonable valuation for the company because it is just equal to the
perpetuity value of the NOPAT, $12.50 divided by 10%.

When we compare the excess return, $15.00, with the economic profit improvement, $1.36, we can
see that the excess return is 11 times the EP improvement. The logic behind the multiple of 11 is that
each dollar of AEP contributes $1 to cash or capital and $10 to the perpetuity value of NOPAT,
increasing investor wealth by a total of S11. In the more general case where the cost of capital is
WACC (for “weighted average cost of capital”), the multiple is 1 plus 1 divided by WACC.

This simple example leaves out three complications of the real world: the beginning market value
isn’t equal to the perpetuity value of NOPAT, the ending market value is not equal to the perpetuity
value of NOPAT, and the time horizon of analysis is longer than one year. To take account of these
complications, we need to make three changes to the simple formula “excess return = [1 plus 1
divided by WACC] times AEP”.
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We need to introduce the concept of “expected EP improvement” to take account of the fact that

the beginning price is often higher than the perpetuity value of NOPAT, and hence, includes an
expectation of EP improvement. Expected EP improvement just earns a cost of capital return
because investors pay for it upfront. The amount investors pay upfront for expected EP improvement
has a name; it is called “future value”. Future value is equal to the difference between market
enterprise value and “current value”, which is the value of the business with no expectation of future
EP improvement, i.e., capital plus EP divided by WACC. In our example above, current value is $100 at
the start of the year and $125 at the end of the year. Recognizing that there is no excess return for
expected EP improvement leads us to the concept of “excess EP improvement”, which is the
difference between actual EP improvement and expected EP improvement. Excess AEP is only AEP
that provides an excess return.

When we take account of these complications, the excess return formula changes from “excess
return = [1 plus 1 divided by WACC] times AEP” to “excess return = [1 plus 1 divided by WACC] times
FV of excess AEP plus unexpected Afuture value”. If we make the simplifying, and generally
reasonable, assumption that the expected change in future value is zero, the formula becomes
“excess return = [1 plus 1 divided by WACC] times FV of excess AEP plus Afuture value”. In this
expression FV denotes mathematical “future valuing” to adjust for the time value of money, i.e.,
increasing each annual excess AEP by (1 plus WACC) for each year after the performance year
through the end of the measurement horizon. It is regrettable that mathematicians have
appropriated the term “future value” for a far more mundane calculation than the present value of
expected EP improvement!

For investors, the most important formula in corporate finance is:

e Excess return = [1 plus 1 divided by WACC] times FV of excess AEP plus Afuture value

We will extend our simple example to illustrate the calculation of expected AEP and show the
contribution of Afuture value to the excess return. Let us assume that the price at the end of the
year is $150, not $125. The excess return is now $40, not $15, but there is no change in AEP or the
capitalized value of AEP. The missing piece of the excess return is the increase in future value.
Future value, as we mentioned above, is the difference between market enterprise value and current
value. Market enterprise value is $100 at the start of the year and $150 at the end of year, while
current value is $100 (= $100 capital plus SO EP divided by WACC) at the start of the year and $125 (=
$111.36 plus $1.36 EP divided by WACC) at the end of the year. This implies that future value is SO at
the start year, but $25 at the end of the end of the year. The $25 increase in future value is the
second component of the $40 excess return, $40 = [1 plus 1 divided by WACC] times AEP plus
Afuture value = [1 plus 1 divided by 10%] times 1.36 plus $25.

The future value at the end of year 1 implies that investors expect EP improvement in year 2.
Investors expect a cost of capital return on both current value, $125, and future value, $25. The total
required return is $15 (= 10% times [$125 plus $25]), but expected year 2 NOPAT, with no EP
improvement, is only $12.50. Expected NOPAT only provides an 8.3% return on market value, so
1.7% of investors’ required 10% return is missing. The missing return is the cost of capital return on
future value. A 10% return on $25 of future value is 1.7% of market value (1.7% = (10% times $25)
divided by $150). This is a universal result. Expected NOPAT with no EP improvement, that is, prior
year NOPAT plus a cost of capital return on investment in the prior year, will always provide a cost of
capital return on current value, but never provide any return on future value.
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The required return on future value has to come from AEP or Afuture value. If we assume that
Afuture value is zero, the required AEP, or “expected EP improvement”, is $0.23. We calculate the
required AEP by dividing the required return on future value, $2.50, by the value of $1 of additional
AEP. Since each S1 of AEP contributes $11 of value, $1 of cash or capital and $10 of capitalized EP,
the expected EP improvement is $0.23 (= $2.50 divided by 11).

Let us first show that achieving expected EP improvement does not provide an excess return. The
expected EP improvement will increase year 2 NOPAT to $12.73 (= $11.36 prior year NOPAT plus
$1.14 return on new investment plus $0.23 expected improvement). With this NOPAT, year 2 EP is
$1.59 (= $12.73 NOPAT minus 10% times $111.36 capital) and ending capital is $124.09 (= $111.36
beginning capital plus $12.73 retained NOPAT), making current value $140.00 (= $124.09 capital plus
$1.59 EP divided by 10%). With no change in future value, market value is $165.00 (= $140.00 current
value plus $25.00 future value). Ending market value of $165.00 provides a 10% on beginning market
value of $150.00, but zero excess return. Figure 43 extends the example to year 3 and shows that
expected EP improvement is an essential component of the expected return, not a source of excess
return.

Figure 43: Economic Profit and Market Enterprise Value growth

Year 1 Year 2 Year 3
Beginning capital 100.00 111.36 124.09
NOPAT 11.36 12.73 14.23
Capital charge 10.00 11.14 12.41
Economic Profit 1.36 1.59 1.82
WACC 10% 10% 10%
Current value 125.00 140.00 156.50
Future value 25.00 25.00 25.00
Market value 150.00 165.00 181.50
Expected AEP
(= beginning future value x WACC/EP multiple) 0.23 0.23
EP value multiple (=1 + 1/WACC) 11.0 11.0 11.0

It is possible to achieve a cost of capital return on market value when EP is declining, but only if
investors are projecting even higher EP in the future. For investors to get a cost of capital return on
market value, AEP and Afuture value must be sufficient to provide a cost of capital return on future
value, i.e., AEP times (1 plus 1 divided by WACC) plus Afuture value = WACC times beginning future
value. ltis possible for negative AEP to be fully offset by increases in future value for some years, but
eventually this pattern leads to a huge discrepancy between the historical EP return on capital, i.e.,
ROIC minus WACC, and the prospective EP return on capital. It is possible that the company has a
business strategy that warrants the expectation that low historical returns will lay the groundwork for
high future returns, but this expectation is increasingly unlikely as the duration of negative EP
increases and/or the differential between prospective and historical returns grows.

Figure 44 shows an extension of our simple example where we assume that the EP return on capital,
i.e., ROIC minus WACC, declines by 50 bps each year for nine years, but that the increase in future
value is sufficient each year to provide a cost of capital return on market value. By the tenth year,
future value has increased to 52% of market value, versus 17% of market value in year 1. At this
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point, the EP return on capital is -3.14%, but the difference between market value and book capital,
$184.83, tells us that investors expect future EP with a present value of $184.83. If we assume that
the year 10 capital growth of 7.4% continues forever, this expectation requires a positive EP return on
capital of +1.27% in year 11 and every future year. If we assume that the year 10 capital growth of
7.4% only continues for 20 years, the future value expectation requires a positive EP return on capital
of +2.31% in year 11 and every future year.

Figure 44: Economic Profit, Future Value and required Future Value return

Year Year Year Year Year Year Year Year Year Year Year
1 2 3 4 5 6 7 8 ] 10 11

Beginning capital 100.00 | 111.36 @ 123.46 | 136.26 | 149.70 @ 163.71 | 178.22 | 193.13 | 208.32 | 223.66 | 239.01
NOPAT 11.36 | 1210 & 12.80 | 13.44 | 14.02 | 1451 | 1491 | 1519 @ 15.34 15.35
Capital charge 10.00 | 11.14 | 1235 | 1363 | 14.97 | 1637 | 17.82 | 19.31 | 20.83 & 22.37
Economic Profit 1.36 0.96 0.45 019 | -095 | -186 | -292 | -413 | -549 | -7.01
I(ioElfa 'r::/lﬁicon capital) 1.36% | 0.86% @ 0.36% @ -0.14% @ -0.64% | -1.14% | -1.64% @ -2.14% | -2.64% | -3.14%
WACC 10% 10% 10% 10% 10% 10% 10% 10% 10% 10%
Current value 125.00 | 133.08 @ 140.75 | 147.84 | 154.19 | 159.62 | 163.97 167.06 | 168.74 @ 168.86
Future value 25.00 | 31.92 @ 40.75 | 51.81 6543 | 81.96 | 101.77 12525 | 152.80 @ 184.83
Market value 150.00 | 165.00 @ 181.50 | 199.65 219.62 | 241.58 | 265.73 = 292.31 | 321.54  353.69
Percent future value 17% 19% 22% 26% 30% 34% 38% 43% 48% 52%
PV of all future EP
(= market value - ending | 38.64 | 41.54 & 4524 | 4995 5590 | 63.35 | 7260 | 83.99 | 97.88 @ 114.68
capital)
Capital growth rate 11.4% | 10.9% | 10.4% @ 9.9% 9.4% 8.9% 8.4% 7.9% 7.4%
Required EP return on capital - infinite horizon of year 10 capital growth 1.27%
Required EP return on capital - 20 year horizon of year 10 capital growth 2.31%
fi‘l‘:gi:lzztum on 2.50% 3.19% 4.08% 5.18%  6.54% @ 8.20%  10.18% 12.52% 15.28%
Increase in future value 6.92% | 8.83% | 11.06%  13.62% | 16.53%  19.81% | 23.48% | 27.55% | 32.03%
Percent of required 277% | 277% | 271% | 263% @ 253% = 242% | 231% = 220% = 210%

return on future value

In Figure 44, investors observe nine years of declining EP return on capital, dropping the EP return on
capital to -3.14%, but project going forward that the EP return on capital will be significantly positive,
running 441 bps above year 10 (assuming infinite growth) or 545 bps above year 10 (assuming 20
year growth).

This is not an impossible scenario, particularly for a company that is using low prices to build a
dominant brand that will allow it to raise prices in the future. But executive management, directors
and investors need to ask themselves do they have a sound business strategy that warrants future
projections of positive EP when their history shows a persistent pattern of negative EP? A critical
error for executive management, directors and investor would be to assume that the company’s
rising market value is justified by its revenue or earnings growth.
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B. ROIC, WACC and Future Value by sector

Figure 45: ROIC, WACC, Economic Profit and Future Value benchmarks by sector (period: 2008-2012)

Five yr.
Avg% Five yr.
Co's with | median
ive yr. ive yr. cumulative uture ive yr.
Fivey Fivey lat Fut Fivey
median median [Performance| positive | Value% |Changein

Total Cost of Economic |Enterprise| Future

Sales Capital Profit for | Value for | Value
GICS Industry Group| Growth (WACCQC) sector sector % EV
Energy 88.25% 9.85% 8.15% 1.62% 45.83% 24.14% 20.56%
Materials 32.89% 8.21% 8.18% 0.14% 50.89% 34.70% 14.74%
Capital Goods 38.97% @ 10.29% 7.44% 2.50% 67.35% 24.57% 6.77%
Commercial & Prof Srvs 42.94% 10.09% 8.62% 1.31% 48.08% 41.00% 12.91%
Transportation 44.78% 9.75% 7.39% 2.33% 58.33% 22.98% 8.13%
é‘;:;zt::z & 34.79% = 8.53% 5.83% 2.77% 54.55% 3.40% -8.95%
Consumer Durables &

. (] . (] . (] . 0 . (] . (] . (]

Apparel 34.16% | 10.36% 8.57% 1.37% 37.50% 30.09% 9.82%
Consumer Services 47.72% 10.38% 7.89% 1.96% 53.73% 37.16% 15.76%
Media 34.33% 6.21% 9.11% -2.48% 26.32% 59.48% 20.84%
Retailing 53.15% = 13.04% 9.15% 3.73% 62.75% 40.14% 14.00%
Food & Staples Retailing 62.91%  10.95% 7.68% 2.85% 75.00% 36.88% 6.67%
Food Beverage & Tobacco 30.25% 11.36% 7.17% 3.35% 62.75% 28.76% 4.25%
;':;“:jg‘;'d & Personal 42.98% | 15.47% 6.89% 7.84% 82.35% 20.75% 2.85%
s:z'itchegare Equipment& | 2o co%  11.81% 7.21% 4.56% 70.09% 26.44% 10.93%
:;Z;Tgf'ot“h' & Life 94.54% = 9.18% 7.75% 0.56% 69.09% 53.26% 37.32%
Banks 49.40% | 13.80% 10.80% 2.96% 23.36% 33.16% 20.77%
Diversified Financials 72.60% | 18.16% 10.82% 6.76% 50.00% 42.30% 23.74%
Insurance 40.16% | 11.94% 10.56% 1.89% 32.20% 18.42% 6.57%
Real Estate 57.33% 9.76% 9.18% 0.66% 31.33% 48.69% 59.21%
Software & Services 81.85% @ 12.67% 10.67% 2.39% 64.75% 56.42% 19.29%
ZZET:&':EZ Hardware & o00%  897%  11.60% -2.36% 39.39% 61.19%  27.92%
Semiconductor Equipment 49.50% 6.35% 13.26% -6.65% 42.03% 78.31% 28.12%
Telecom Srvs 49.15% 6.97% 7.51% -0.53% 58.82% 26.46% -0.24%
Utilities 28.21% 6.54% 5.95% 0.49% 78.67% -3.58% -11.23%
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C. Value Quadrants Sample Analysis

This appendix illustrates 128 S&P 500 and S&P 400 companies, i.e. 32 companies in each of the four
value quadrants. These companies were chosen by screening the S&P 1500 for the 150 largest value-
creating and 150 largest value-destroying companies, based on five-year cumulative economic profit
(period: 2008-2012) and five-year relative TSR using 4 digit GICS codes for the industry sector. They
were further screened as representing multiple industry sectors to identify the 128 sample
companies.

Below is a summary of these 128 companies’ performance across the four value quadrants.

Figure 46: Value quadrant summary — 128 sample companies (period: 2008-2012)

VQ Performance Statistics

Total
Five yr.
Economic| Five yr. Five yr.
Value Profit |Cumulative Five yr. Median
Quadrant Growth, | Ecn Profit Total Median Median Fiveyr.  Future
Dominant yr. ending  (2008- | Fiveyr. ROIC% NOPAT| Value% Relative Absolute
Value 2012, 2012) Rev with | FTE% | Enterprise
Style | Co's| $ millions | $ millions |Growth% Goodwill Goodwill Value
Early
oyl Growth 3> $3,185 -$147,926 -11% 4% 469  -32%  60% 31%  81%
Turnaround
Sustained
vVQ2 G",’_,‘i"";,',‘& 32 $88,350 $604,666 25%  16% 1123  40% 8% 24%  60%
Performance
Mature
okl ©ovth 3 $777 $281,960 20%  15%  10.18  -7% 8% -19%  17%
Harvest
Restructure
or
\vier: T;an§form 32 -$62,214 -$502,694 6% 5% 5.24  -63% 36% -52%  -38%
Model
Total 128 $30,098 $236,006

This type of value quadrant analysis can be undertaken on a sector and peer group within a sector
basis and provides strategic insight into which companies and their leadership teams are creating or
destroying the most value for long horizon investors.

The 128 companies have been segmented in more detail across the four value quadrants (figures 47,
48, 49 & 50) and their five-year performance results (2008 - 2012).

The following tables use data feeds directly from a number of subscription databases that have not
been 100% validated. These tables are therefore intended for illustrative purposes only in using
economic profit and return on invested capital type performance metrics and the value quadrants.
The median Transaction CFROI from Credit Suisse HOLT (CFROI with goodwill) is as of June 2014 for
year end 2012.
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Figure 47: Value quadrant 1 — 32 companies with detailed performance metrics

VQ Performance Statistics

Five yr.
Median
Ecn Profit
(2008-
ITT CORP T $27 ($116) -75% 10% 10%  142% 12% 13% 36%
SLM CORP SLM $2,234 ($137) -37% 7% N/A  -177% 60% 31% 42%
TECH DATA CORP TECD $214 ($215) 8% 8% 8%  71% 18% 3% 39%
LEGGETT & PLATT INC LEG $255 ($356) -14% 7% 7%  172% 62% 55% 186%
GATX CORP GMT ($76) ($499) -1% 5% 5%  -11% 32% 31% 58%
KEMPER CORP/DE KMPR ($17) ($707) -15% 5% 3%  -26% 55% 11% 17%
FAIRCHILD SEMICONDUCTOR INTL FCS $20 ($713) -16% 0% 2% -92% 96% 4% 19%
OMNICARE INC OCR $27 ($919) 1% 4% 6%  29% 25% 60% 131%
VERTEX PHARMACEUTICALS INC  VRTX $485 ($934) 667% -38%  12%  -160%  167% 31% 130%
CYPRESS SEMICONDUCTOR CORP  CY $177 ($958) -52% 0% 4%  -111%  100% 76% 101%
CINCINNATI FINANCIAL CORP CINF ($18) ($975) -3% 7% 5%  -38% 43% 54% 62%
NISOURCE INC NI $336 ($1,128) -37% 4% 2%  33% 18% 65% 123%
INTL PAPER CO Ip $425 ($1,181) 27% 7% 3% -8% 24% 79% 104%
UNITED RENTALS INC URI $113 ($1,182) 10% 1% 7% -3% 102% 143%  192%
SANDISK CORP SNDK ($71) ($1,285) 30% 10% 12%  -30% 27% 64% 144%
CONSTELLATION BRANDS -CLA  STZ $266 ($1,428) -26% 4% 7%  153% 58% 40% 149%
TENET HEALTHCARE CORP THC $1,442 ($1,823) 3% 4% 5%  -175% 59% 45% 110%
CHEMTURA CORP CHMT $135 ($2,585) -30% -8% 3%  -13% 178% 158%  198%
MASCO CORP MAS ($393) ($3,041) -34% -1% 5%  -123%  117% 1% 22%
JPMORGAN CHASE & CO JPM $878 ($3,812) -8% 11% 8% 2% 6% 79% 23%
MONDELEZ INTERNATIONALINC ~ MDLZ  ($2,175)  ($4,119) -6% 6% 7%  -36% 25% 6% 84%
HUNTINGTON BANCSHARES HBAN ($428) ($4,325) -12% 1% 2% -31% 102% 0% -22%
RESOLUTE FOREST PRODUCTS INC RFP $441 ($4,441) 16% 1% 1%  -120%  100% 8% 25%
ALLSTATE CORP ALL ($1,145)  ($5,586) -10% 6% 7%  -33% 38% 13% 19%
CIT GROUP INC cr $1,446  ($6,011) -49% 1% 2%  -152%  109% 400%  289%
ANADARKO PETROLEUM CORP  APC ($1,631)  ($6,027) 18% 6% 3%  -58% 43% 26% 43%
COMCAST CORP CMCSA  $4,888  ($6,063) 103% 6% N/A  59% 12% 15% 137%
XL GROUP PLC XL ($82) ($6,361) -19% 3% 3%  -20% 60% 17% 23%
COCA-COLA ENTERPRISES INC CCE ($179) ($9,004) -61% -4% 6%  -320%  209% 36% 137%
MOTOROLA SOLUTIONS INC VN $293 ($16,728)  -76% 5% 2%  -872%  205% 19% 77%
CBS CORP CBS $5,576  ($23,503) 0% -4% 4%  -136%  169% 16% 141%
CONOCOPHILLIPS cop ($10,281)  ($31,765)  -66% 3% 4%  -56% 65% 12% 26%
SUM $3,185  ($147,926)

80" $477 ($754) 10% 7% 7% 24% 108% 65% 140%

Median $124 ($1,625) -11% 4% 5%  -32% 60% 31% 81%

20th ($159) ($6,024) -37% -1% 3%  -133% 25% 11% 23%
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Figure 48: Value quadrant 2 — 32 companies with detailed performance metrics

VQ Performance Statistics

yr. Ecn Profit| Total
Ending | (2008- | Fiveyr. ROIC%
2012, 2012) |Revenue| with

Ticker |$ millions| $ millions |Growth% Goodwilll CFROI
EXXON MOBIL CORP XOM ($207)  $129,551 17% 20% 7%  20% -35% 8% 20%
APPLE INC AAPL  $40,744  $103,056  552%  101%  25%  289% 8%  204%  171%
CHEVRON CORP CVX $6,060 $66,714 9% 18% 7%  54% -73% 53% 65%
INTL BUSINESS MACHINES CORP  IBM $9,405 $53,810 6% 2%  18%  39% 8% 28%  103%
WAL-MART STORES INC WMT $5,557 $49,511 24% 15%  12%  28% -3% 23% 50%
INTEL CORP INTC $8,814 $26,164 39% 21%  13%  64% -27% 11% 22%
AMERICAN EXPRESS CO AXP $1,291 $18,989 7% 41%  16%  41% -14% 61% 70%
MCDONALD'S CORP MCD $2,511 $17,138 21% 21%  11%  58% 22% 54%  109%
ABBOTT LABORATORIES ABT $2,641 $17,079 54% 14%  12%  43% 4% 6% 52%
WELLS FARGO & CO WFC $2,666 $16,423 70% 14% 8%  40% 8%  109% 44%
QUALCOMM INC QcomM  $1,639 $12,752 116% 20%  17%  -24% 32% 34% 70%
ALTRIA GROUP INC MO ($756) $10,141 -54% 15%  17%  345% 12% 23%  112%
COLGATE-PALMOLIVE CO cL $318 $9,718 24% 29%  20%  16% 24% 22% 72%
CATERPILLAR INC CAT $1,061 $8,459 47% 10%  11%  10% -9% 6% 27%
WELLPOINT INC WLP $455 $7,897 1% 17% 9%  -15% -116% 8% 56%
UNION PACIFIC CORP UNP $2,282 $6,886 29% 10% 6% 116% -10% 75%  150%
EBAY INC EBAY $1,067 $6,488 83% 18%  13% 5% 26% 11% 82%
DU PONT (E 1) DE NEMOURS DD $709 $4,999 15% 9% 7%  22% 24% 14% 30%
DISCOVER FINANCIALSVCS INC ~ DFS $1,969 $4,445 40% 2%  11%  297% -14%  170%  170%
MCKESSON CORP MCK $236 $4,385 20% 15% 9% 2% 7%  40%  115%
DEERE & CO DE $418 $4,384 51% 10%  13% 2% 9% 4% 20%
GAP INC GPS $646 $3,954 1% 28% N/A  72% 6% 8%  126%
CVS CAREMARK CORP cvs ($199) $3,818 61% 8% 8%  54% 1% 7% 44%
ILLINOIS TOOL WORKS W ($286) $3,377 11% 13%  11%  -8% 12% 21% 46%
ROCKWELL AUTOMATION ROK $720 $3,229 25% 31%  13%  132% -38% 36% 39%
MOODY'S CORP MCO $8 $3,088 21% -82%  25%  -47% 23% 53% 66%
PNC FINANCIAL SVCS GROUP INC  PNC ($685) $2,226 65% 12% 6% -10% -12%  48% 14%
INTUITIVE SURGICAL INC ISRG $401 $2,082 263% 40%  19% 0% 42% 5% 51%
SIMON PROPERTY GROUP INC SPG $607 $2,042 36% 18% 4%  136% 70% 39%  106%
ALLERGAN INC AGN $756 $860 47% 8%  12%  78% 57% 15%  101%
MARATHON OIL CORP MRO  ($2,531) $828 -74% 6% 6% 231% 16% 24% 41%
RAYMOND JAMES FINANCIAL
CORP RIF $33 $175 26% 12% 9%  N/A 9% 60% 29%
SUM $88,350  $604,666
80th $2,615 $18,619 60% 2% 17% 116% 24% 54%  109%
Median $715 $6,687 25% 16%  11%  40% 8% 24% 60%
20th $13 $3,116 9% 10% 7% 0% -13% 8% 32%
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Figure 49: Value quadrant 3 — 32 companies with detailed performance metrics

VQ Performance Statistics

yr. Ecn Profit
Ending | (2008-

2012, 2012)
Ticker

MICROSOFT CORP MSFT $7,793 $82,975 44% 46%  24%  31% -32%  -21% 13%
COCA-COLA CO KO $3,577 $31,776 66% 21%  12%  11% 11%  -15% 54%
PEPSICO INC PEP ($1,018) $23,463 66% 24%  10%  -22% 8%  -31% 27%
PROCTER & GAMBLE CO PG ($2,103) $20,605 9% 10%  10% 8% 22%  -24% 14%
SCHLUMBERGER LTD SLB ($924) $13,653 81% 16% 10% -21% 32%  -20% -8%
LILLY (ELI) & CO LLY ($2,339) $10,777 21% 1%  11%  -35% 21%  -20% 42%
AT&T INC T $3,118 $10,268 7% 8% 1%  -11% 1%  -12% 28%
LOCKHEED MARTIN CORP LMT ($51) $10,209 13% 15%  11%  19% -9% -3% 17%
RAYTHEON CO RTN $1,409 $7,906 15% 17%  10%  97% 57%  -13% 5%
GOLDMAN SACHS GROUP INC GS ($5,458) $7,672 -53% 13%  10%  -29% -11%  -14% -8%
HALLIBURTON CO HAL $728 $7,402 87% 18% 10%  12% -19% -4% 9%
DISNEY (WALT) CO DIS $2,199 $7,366 19% 10% 7% 4% 1% -4% 65%
MEDTRONIC INC MDT ($402) $6,728 23% 11%  10% 2% 3% -27% 18%
AFLAC INC AFL $975 $5,014 65% 21%  17%  52% 3%  -13% -8%
SCHWAB (CHARLES) CORP SCHW $219 $4,513 -11% 25% 8%  45% 36% 7% 1%
OMNICOM GROUP oMC $162 $3,822 12% 20%  14% 3% -16%  -30% 48%
KELLOGG CO K ($181) $3,800 21% 16%  11%  -29% 16%  -19% 43%
COACH INC COH $375 $3,748 82% 73%  29% 7% 26% -6% 24%
UNITED PARCEL SERVICE INC UPS ($4,111) $3,598 9% 12%  10% -125% 43%  -16% 37%
ARCHER-DANIELS-MIDLAND CO  ADM  ($1,209) $3,480 102% 12% 5% -16% 34%  -43% -9%
VIACOM INC VIAB $1,175 $3,235 3% 11%  13%  55% 8%  -24% 41%
AGILENT TECHNOLOGIES INC A $260 $3,176 27% 19% 9%  43% -16%  -13% 34%
ADOBE SYSTEMS INC ADBE ($162) $2,106 39% 14%  13%  -44% 22%  -29% 17%
DUN & BRADSTREET CORP DNB ($64) $1,575 4% 48%  24% -6% 3% -21% 13%
AVON PRODUCTS AVP ($621) $1,381 8% 17%  14%  -85% 38%  -58% -38%
UDRINC UDR $78 $406 44% 20% 4% N/A 55%  -12% 33%
NORTHERN TRUST CORP NTRS ($321) $401 -22% 10% 8%  -36% 46%  -16% -8%
SPX CORP SPW ($527) $385 6% 12% 7%  -77% -16%  -32% -18%
NUCOR CORP NUE ($1,364) $215 17% 7% 5% -67% 39%  -30% -19%
SL GREEN REALTY CORP SLG ($150) $108 34% 8% 4%  76% 20%  -22% 18%
CORRECTIONS CORP AMER CXW ($23) $103 19% 12% 6%  23% 42% -5% 45%
ABERCROMBIE & FITCH -CLA ANF ($262) $92 20% 8% 6%  -52% 73%  -65% -27%

sum $777  $281,960
80th $925 $10,256 61% 21%  13%  31% 37%  -12% 40%
Median ($107) $3,811 20% 15%  10% -6% 8%  -19% 17%
20th ($999) $601 7% 10% 6% -36% -16%  -30% -8%
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Figure 50: Value quadrant 4 — 32 companies with detailed performance metrics

VQ Performance Statistics

Five yr.
Median
yr. Ecn Profit Future
Ending (2008- i : Value%
2012, 2012) i
Ticker Value
HESS CORP HES ($722) ($276) 19% 7% 6% 0% 5%  -27% -16%
MANPOWERGROUP MAN ($180) ($322) 1% 6% 7%  -43% 31%  -23% 10%
HEWLETT-PACKARD CO HPQ  ($10,234) ($718) 15% 12%  13% -106% 1%  -75% -60%
BARNES & NOBLE INC BKS ($381) ($873) 26% 2% 5% -277% 137%  -73% -36%
AVNET INC AVT $108 ($879) 64% 8% 9%  -29% 17%  -48% -27%
INGRAM MICRO INC M $146 ($1,007) 8% 6% 7%  -36% 38%  -17% 24%
SEALED AIR CORP SEE ($997) ($1,094) 64% 8% 6% -223% 18% -6% 9%
JABIL CIRCUIT INC JBL $184  ($1,273) 40% 5% 8% -17% 36% 7% 26%
CARNIVAL CORP/PLC (USA) ccL ($1,401) ($1,619) 18% 7% 6% -44% 27%  -31% 3%
METLIFE INC MET ($6,240) ($1,680) 29% 16% 6% -67% 57%  -36% -29%
NABORS INDUSTRIES LTD NBR ($649) ($1,904) 42% 3% 6% -61% 46%  -58% -52%
TEXTRON INC TXT $305 ($2,056) 7% 6% 5%  27% 34%  -53% -44%
PENNEY (J C) CO Icp ($2,093) ($2,705) -35% 6% 5% -270% 53%  -80% -57%
NEWFIELD EXPLORATION CO NFX ($1,451) ($2,805) 44% 7% 3% -267% 184%  -63% -58%
FREEPORT-MCMORAN COP&GOLD FCX ($2,144) ($2,807) 6% 20%  15%  -37% 30%  -34% -23%
ELECTRONIC ARTS INC EA ($295) ($3,329) 4% -3% 2% -176% 144%  -68% -48%
VALERO ENERGY CORP VLO ($2,372) ($3,568) 46% 6% 5% -47% -13%  -10% 2%
E TRADE FINANCIAL CORP ETFC $2,230 ($3,872) 2% 1% 0% -98% 114%  -75% 72%
XEROX CORP XRX ($8) ($4,270) 30% 5% 8%  -65% 35%  -62% -36%
PFIZER INC PFE ($486) ($6,321) 22% 7% 6%  37% 20% 0% 75%
SEARS HOLDINGS CORP SHLD ($622) ($6,467) -21% 3% 3% -146% 67%  -72% -41%
BANK OF NEW YORK MELLON
CORP BK ($2,452) ($6,694) 2% 7% 7%  -29% 30%  -33% -26%
DOW CHEMICAL DOW  ($2,928) ($7,328) 6% 5% 3% -51% 44%  -10% 5%
AMERICAN AIRLINES GROUP INC ~ AAL ($753) ($7,719) 9% 5% 3% -132% 142%  -71% -54%
ADVANCED MICRO DEVICES AMD $2,060 ($8,250) -10% -4% 4% 2% 217%  -62% 57%
MORGAN STANLEY MS ($1,195) ($9,535) -62% 0% 5% -105% 79%  -48% -44%
DEVON ENERGY CORP DVN ($2,090) ($9,800) -16% 5% 2% -73% 30%  -51% -43%
ALCOA INC AA ($2,225)  ($10,441) -23% 3% 2% -72% 66%  -78% -74%
BANK OF AMERICA CORP BAC  ($23,785)  ($60,970) -16% 3% 3%  -93% 29%  -60% -65%
CITIGROUP INC C $4,562  ($97,189) -38% 4% 2%  -497% 31%  -74% -78%
GENERAL ELECTRIC CO GE ($9,753)  ($97,678) -15% 4% N/A  -38% 55%  -45% -23%
AMERICAN INTERNATIONAL
GROUP AlG $3,649 ($137,246) -40% 7% %2 394% 63%  -95% -94%
SUM ($62,214) ($502,694)
80th $139 ($1,130) 30% 7% 7%  -29% 77%  -24% 3%
Median ($738) ($3,449) 6% 5% 5% -63% 36%  -52% -38%
20th ($2,343) ($9,278) -16% 1% 3% -143% 18%  -73% -57%
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D. Shareholder return correlations by sector

Figure 51: Shareholder return correlations with operating performance by sector for period 2003 — 2012
(rolling five-year performance periods over ten-years of observations)

Variance
explained by
NEPAT,
Variance Variance Economic
explained by | explained by | Profit A Sales

Net Income NEPAT growth,
Variance & & ROIC,

explained by | Net Income Economic ROIC X
Sector by four-digit GICS code Net Income Change Profit Change Sales
1010 Energy 30.9% 37.5% 39.9% 44.2%
1510 Materials 46.0% 59.0% 57.7% 60.2%
2010 Capital Goods 19.0% 30.9% 43.0% 46.6%
2020 Commercial & Professional Services 11.5% 47.4% 65.2% 67.8%
2030 Transportation 36.1% 36.2% 44.3% 52.3%
2510 Automobiles & Components 32.0% 35.7% 46.0% 50.5%
2520 Consumer Durables & Apparel 40.9% 47.2% 57.2% 62.9%
2530 Consumer Services 29.1% 29.1% 35.3% 36.8%
2540 Media 49.5% 51.8% 50.7% 53.3%
2550 Retailing 31.3% 40.4% 44.5% 47.6%
3010 Food & Staples Retailing 8.5% 10.2% 12.0% 12.8%
3020 Food Beverage & Tobacco 48.6% 66.4% 68.6% 80.6%
3030 Household & Personal Products 38.4% 38.9% 46.9% 63.1%
3510 Health Care Equipment & Services 19.9% 37.2% 37.0% 43.1%
3520 Pharm., Biotech. & Life Sciences 2.7% 13.1% 28.4% 38.2%
4010 Banks 21.4% 52.4% 51.1% 53.3%
4020 Diversified Financials 23.7% 28.5% 36.2% 37.0%
4030 Insurance 49.7% 63.0% 64.8% 69.7%
4040 Real Estate 23.8% 34.7% 38.1% 40.2%
4510 Software & Services 22.1% 33.3% 29.8% 38.9%
4520 Technology Hardware & Equipment 25.1% 32.2% 33.5% 39.8%
4530 Semiconductor Equipment 27.0% 29.5% 29.4% 33.2%
5010 Telecommunications Services 36.7% 37.6% 31.5% 33.5%
5510 Utilities 27.9% 32.1% 43.6% 50.5%
Average 29.2% 38.5% 43.1% 48.1%
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Glossary — Key terms
Term Definition

Capital charge Capital charge in dollars = beginning invested capital times weighted average cost
of capital.

Cash flow return on The cash flow return on investment (CFROI) measures a company's cash return on

investment invested assets. Itis calculated as the internal rate of return assuming the

(CFROI) maintenance of the current gross cash flow for the life of the asset base.
Transaction CFROI includes goodwill from acquisitions (Credit Suisse Holt)

Company wealth The company wealth index is a cumulative measure of shareholder wealth per

index share calculated from monthly total returns.

Current value The sum of invested capital plus the present value of the current economic profit

(V) level. Economic Profit / WACC + Invested Capital

Discounted Cash flow | Discounted cash flow (DCF) valuation is a method of valuing an asset using the time

valuation value of money. DCF value is the present value of expected future cash flows

(DCF) discounted at the cost of capital. It can also be expressed as the sum of book
capital plus the present value of expected economic profit.

Earnings per share Net Income available to common shareholders divided by the weighted average

(EPS) number of shares outstanding.

Economic profit Economic profit is a non-GAAP measure of true economic profitability and is a

(EP) measure of profit after minimum return for both invested equity and debt capital.
NOPAT minus capital charge equals economic profit.

Enterprise value Market value of equity plus the market value of debt minus excess cash. We

(EV) assume that the market value of debt is equal to its book value. Enterprise value is

also made up of two components, which are the current value (CV) and the future
value (FV) of the enterprise. Enterprise value can also be calculated as = present
value of current economic profit plus current invested capital plus present value of
economic profit improvement.

Enterprise value Enterprise value divided by net operating profit after tax. This valuation multiple
divided by NOPAT includes the total value of the company (debt plus equity minus excess cash) versus
multiple only the market value of equity in a P/E multiple. This multiple provides a

comparison free of capital structure differences of the operating-cash generating
capacity of the company; some investment banks find this multiple has a higher
correlation with TSR than other valuation multiples; a high enterprise value divided
by NOPAT multiple means a high expectation for future growth

Excess cash Cash, cash equivalents and short-term investments beyond 2% of revenues that are
not required to operate the business.

Excess shareholder The dollar difference between actual shareholder wealth and shareholder wealth

returns relative to assuming a cost of capital return. The excess return can expressed as the sum of

weighted average the future value of capitalized excess economic profit improvement and the dollar

cost of capital change in future value

Future value Enterprise value minus current value equals future value. If the current economic

(FV) profit level is fully sustainable, one can show mathematically that future value is
equal to the present value of future economic profit improvement.

Generally Accepted Generally accepted accounting principles (GAAP) refer to the standard framework

Accounting Principles | of guidelines for financial accounting used in any given jurisdiction; generally known

(GAAP) as accounting standards or standard accounting practice. These include the

standards, conventions, and rules that accountants follow in recording and
summarizing and in the preparation of financial statements.
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